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FOR SECRETARY THRU ROBINSON FROM LEIGH, HABIB, GREENWALD 

E.O. 11652: N/A 

TAGS :0 VIP (KISSINGER, HENRY A.) ID, EFIN, ENRG.EINV 

SUBJECT: ACTION MEMORANDUM (S/S NO.7608593 ) IRS RULING 
ON OIL SHARING CONTRACTS 

1 . THE INTERNAL REVENUE SERVICE IS PREPARING TO PUBLISH A 
RULING DENYING A U.S. TAX CREDIT FOR TAXES PAID BY OIL 
COMPANIES TO INDONESIA UNDER PRODUCTION SHARING CONTRACTS. 
THIS RULING MAY HAVE IMPLICATIONS WELL BEYOND INDONESIA. 

2. IT IS A DEPARTURE FROM PRIOR IRS POLICY IN THIS AREA. 

THE CHANGED POLICY WOULD TREAT PRODUCTION SHARING CONTRACTS 
LESS FAVORABLY THAN CONCESSION AGREEMENTS, THEREBY APPEAR- 
ING TO DISCRIMINATE AGAINST INDONESIA (AS OPPOSED TO THE 
MIDDLE EAST) AND CREATING DISINCENTIVES TO USE PRODUCTION 
SHARING CONTRACTS (WHICH THE USG FAVORS AS AN ATTRACTIVE 
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IN LDCS). 

3. IT WILL OBVIOUSLY CHANGE THE ECONOMIC EFFECT OF 
EXISTING PRODUCTION SHARING CONTRACTS, WHICH WERE ENTERED 
INTO ON THE ASSUMPTION THAT THE FOREIGN TAXES COULD BE 
CREDITED AGAINST U. S. TAX. THIS CHANGE SEEMS CLEARLY UN- 
FAIR, AND COULD HAVE A SERIOUS ADVERSE EFFECT ON SOME OF 
THE INDEPENDENT OIL COMPANIES. IT COULD ALSO UNDERMINE 
THEIR COMPETITIVE POSITION VIS-A-VIS FOREIGN COMPANIES 
WHOSE HOME GOVERNMENTS PERMIT A TAX CREDIT OR SIMILAR 
BENEFIT, AND IT COULD FORCE RENEGOTIATION OF EXISTING 
CONTRACTS OR CURTAILMENT OF PRODUCTION MADE UNECONOMIC BY 
THE NEW TAX RULE. THE LATTER RESULT COULD CARRY IMPLICA- 
TIONS FOR OUR POLITICAL RELATIONS WITH INDONESIA AND OTHER 
AFFECTED GOVERNMENTS WHO MAY SEE THE IRS RULING AS A 
CHANGE IN THE RULES OF THE GAME BY THE USG. 

4. MOST OF THE ADVERSE IMPLICATIONS WOULD BE AVOIDED IF 
THE IRS RULING WERE MADE PROSPECTIVE SO THAT IT IS APPLIC- 
ABLE ONLY TO CONTRACTS ENTERED INTO IN THE FUTURE. THIS 
WOULD PERMIT FUTURE CONTRACTS (AND CONCEIVABLY INDONESIAN 
LAW) TO BE DRAFTED TO MEET IRS REQUIREMENTS. 

5. WE ALSO BELIEVE THAT WE SHOULD TAKE THIS OCCASION 

TO REQUEST TREASURY TO PROVIDE A MEANS BY WHICH THE STATE 
DEPARTMENT CAN MAKE ITS VIEWS KNOWN IN ADVANCE WHEN 
TREASURY IS CONSIDERING CHANGES IN TAX POLICY WITH 
FOREIGN POLICY CONSEQUENCES. 

6. RECOMMENDATION: 

THAT YOU AUTHORIZE THE DEPARTMENT TO SEND THE 
ATTACHED LETTER IN YOUR NAME TO SECRETARY SIMON POINTING 
OUT THE FOREIGN POLICY IMPLICATIONS OF THE RULING AND 
ASKING HIM TO TAKE THEM INTO ACCOUNT. AND TO PROCEED IN 
THE FUTURE BY REGULATION OR OTHER MEANS IN WHICH THE 
STATE DEPARTMENT CAN MAKE ITS VIEWS KNOWN ON CHANGES IN 
TAX POLICY WITH DIRECT AND SIGNIFICANT FOREIGN POLICY 
IMPLICATIONS. 
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7. PROPOSED LETTER TO SECRETARY SIMON: 

QUOTE DEAR BILL: 

I UNDERSTAND THAT THE INTERNAL REVENUE SERVICE HAS 
INDICATED THAT IT PROPOSES TO DENY U.S.TAX CREDITS 
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FOR PAYMENTS TO INDONESIA UNDER OIL PRODUCTION SHARING 
AGREEMENTS. I HAVE ALSO BEEN ADVISED THAT THIS REPRE- 
SENTS A CHANGE IN APPROACH WHICH WILL SIGNIFICANTLY 
ALTER THE ECONOMIC EFFECT OF PRODUCTION SHARING ARRANGE- 
MENTS. 

I AM CONCERNED THAT THERE MAY BE FOREIGN POLICY IMPLICA- 
TIONS OF THIS CHANGE WHICH SHOULD BE CONSIDERED. IT WOULD 
NOT APPEAR TO BE DESIRABLE FROM A FOREIGN POLICY POINT OF 
VIEW TO DISCOURAGE EXPANDED PRODUCTION IN INDONESIA, AS 
OPPOSED TO OTHER PRODUCING AREAS, OR TO DISCOURAGE THE 
USE OF PRODUCTION SHARING CONTRACTS, WHICH WE HAVE EN- 
COURAGED AS AN ALTERNATIVE TO TRADITIONAL EQUITY INVEST- 
MENTS IN LDCS, BY ESTABLISHING TAX DISINCENTIVES VIS-A-VIS 
THE ALTERNATIVES. IN ADDITION, THE PRACTICAL EFFECT OF 
THE REVISED APPROACH COULD BE TO FORCE RENEGOTIATION OF 
EXISTING CONTRACTS OR CURTAILMENT OF PRODUCTION OR 
EXPLORATION IN INDONESIA OR OTHER COUNTRIES WHO MAY HAVE 
SIMILAR CONTRACTUAL ARRANGEMENTS, WHICH IN TURN CAN 
HAVE A FOREIGN POLICY EFFECT. 

I HOPE THAT YOU WILL BEAR THESE CONSIDERATIONS IN MIND. 
PARTICULARLY AS TO WHETHER THE REVISED APPROACH COULD 
BE MADE APPLICABLE ONLY TO CONTRACTS HEREAFTER ENTERED 
INTO, AN APPROACH WHICH AT LEAST COULD MITIGATE THE 
LATTER SET OF PROBLEMS. FURTHER, TO THE EXTENT THAT 
CHANGES ARE CONSIDERED IN FOREIGN TAX CREDIT POLICY 
OR OTHER TAX POLICY HAVING DIRECT AND SIGNIFICANT 
FOREIGN POLICY IMPLICATIONS,! HOPE THAT YOU WILL 
CONSIDER PROCEEDING BY REGULATION OR IN SOME OTHER 
MANNER IN WHICH THE DEPARTMENT OF STATE CAN MAKE ITS 
FOREIGN POLICY VIEWS KNOWN. 
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WARM REGARDS, HENRY A. KISSINGER. END QUOTE 
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